By Michael S. Barr
For most of us, getting our paychecks directly deposited into our bank accounts, writing a check, or storing our money in an account can be taken for granted. We often struggle to save for longer-term goals, our children's education, or retirement, but most of us, most of the time, do not worry whether our savings or insurance will be enough to get us through an illness, or even loss of a job.
For most low-and moderate-income households, the picture is quite different.
High cost financial services, barriers to saving, the lack of insurance, and credit constraints may contribute to poverty and other socio-economic problems. Low-income individuals often lack access to financial services from banks and thrifts, and turn to alternative financial service providers such as check cashers, payday lenders, and money transmitters.
i Low-income households may also face high costs for these kinds of services, and some may find it more difficult to save and plan financially for the future.
Living paycheck to paycheck may leave them vulnerable to emergencies that may endanger their financial stability, given the lack of insurance for key life events, and the lack of longer-term savings may undermine their ability to invest in human capital, purchase a home, and build assets. High cost financial services may reduce the value of government income transfer programs such as the Earned Income Tax Credit.
Despite these differences, all of us rely on financial services in our daily lives. Yet economists often have a difficult time figuring out we why all behave the way we do.
Many of us save less than we should, borrow more than we ought, and get ourselves entangled in financial transactions that make little sense to an outside observer. Recent research in behavioral economics has challenged many of the central assumptions of economic theory regarding household financial decision making.
I have begun an empirical project to study these issues with an in-depth household survey in the Detroit metropolitan area. This essay introduces the study, explores competing theoretical frameworks that motivate the inquiry, describes the survey methodology, and provides an update on the status of the project.
The Detroit Area Study
I was selected by the University of Michigan's Institute for Social Research, Survey Research Center (SRC) to be the faculty investigator for the Detroit Area Study (DAS) for 2005. The DAS has been conducted under the auspices of SRC for more than 50 years. I will survey low-, moderate-, and middle-income households from the Detroit metropolitan area about (1) how and why they use a wide array of financial services, as well as the costs and benefits of such services; and (2) how they would respond to new types of cost-effective financial products tailored to their needs. In addition, I have geocoded all financial services firms in the three-county area, including more than 1300 check cashers, pawn shops, payday lenders and tax preparation firms, and more than 350 banks, thrifts, and credit unions. I will be using mail and telephone surveys to gather information about the prices and products offered by this wide range of firms.
Broadly speaking, my research aim is to develop a comprehensive understanding of the financial services behaviors of low-and moderate-income households and the financial services constraints that they face. My goal is both to inform the theoretical debates on key questions regarding household financial decision-making and to contribute to the development of policies to expand access to financial services.
Theoretical inquiry
The study can help to inform theoretical debates among traditional economic models, behavioral economics, and social network theories regarding low-and moderateincome households. In this short space, I briefly set out competing theories, and explore implications of these theories in five key areas: saving, credit, transactional services, insurance, and household preference formation. I suggest for each area the kind of questions that the study may contribute to answering.
Basic assumptions about how people behave shape our understanding of economics and our views about the role of law. Traditional economic models of rational choice view decisions as made by optimizing rational agents with perfect foresight.
Research in psychology and behavioral economics provides alternative explanations for decision-making, such as the importance of default rules, framing, and heuristics.
ii Behavioral economists focus on the limits of our rationality. By contrast, the public debate is largely consumed by "culture of poverty" theories of social deviance, laziness, imprudence, and impatience as descriptions for the behavior of the poor.
These differing frameworks affect how one views a wide range of phenomena, such as savings behavior, risk-taking in investment, and insurance. The behavioral economic insight, for example, regarding default rules, can be used not only to understand individual choice, but also, perhaps, to design institutions to influence individual decision-making.
iii That is, our understanding of how individuals make decisions can have profound implications for differing approaches to the role of law in such areas as consumer protection, disclosure, bankruptcy, and national savings policy.
Little empirical work has attempted to translate these theories into the world inhabited by low-income households in the United States. Bertrand argue that "the poor may exhibit the same basic weaknesses and biases as do people from other walks of life, except that in poverty, with its narrow margins for error, the same behaviors often manifest themselves in more pronounced ways and can lead to worse outcomes." iv By contrast, Duflo suggests that the stress of poverty "almost certainly affects the way people think and decide" and that " [w] hat is needed is a theory of how poverty influences decisionmaking, not only by affecting the constraints, but by changing the decision-making process itself." v These theories can and should be informed by empirical studies that provide information on household financial behavior and attitudes, and the constraints that such households face.
One important area for analysis of these differing frames involves savings. The dominant rational choice model is the "life cycle" theory, which suggests that savings are That is, having a bank account, or using direct deposit at work, may contribute to saving apart from rational choice models of saving. A demonstration project involving "Individual Development Accounts" for low-and moderate-income households suggests that institutional structure affects savings. ix The life cycle theory predicts higher savingsto-income ratios than data suggest that the poor exhibit, but failures in measuring how low-income people save may be at fault. Moreover, under plausible assumptions regarding the hard budget constraints of poverty, a rational choice theory would explain that low-income households do not save because they are poor; there are simply insufficient funds to set aside each month after necessities. Put another way, no current savings could be the rational choice in smoothing consumption over one's life. Other rational choice models predict lower savings because social safety net programs reduce the need to save as a precautionary measure against income shocks. Lastly, in additional to these theoretical contributions, empirical research can contribute to policy debates and private-sector decision making regarding product offerings. For example, this research will provide guidance to federal government policy makers about the savings needs of low-and moderate-income households as Congress and the executive branch are considering Social Security and tax changes that will affect savings policy across the income spectrum. Low-and moderate-income households likely present quite different challenges -and opportunities -to policy makers than other households. The research will also contribute to other efforts, both private sector and governmental, to expand access to financial services. For example, one product from the research will be a market model enabling financial institutions to measure possible takeup rates among low-and moderate-income urban households for different forms of costeffective financial products. Thus, the research is also designed to assist efforts to increase the financial services opportunities of low-and moderate-income households.
Methodology
The project contains four main components:
• The household survey measures financial services usage patterns, attitudes and preferences, demographics, income, wealth, and employment characteristics.
• The conjoint portion of the study uses choice based methodology to measure household financial services preferences.
• The non-bank financial institutions survey captures information about the price and product offerings of check cashers, grocery and other stores that cash checks, as well as payday lenders, pawnbrokers, and tax preparation firms.
• The bank telephone survey captures price and product information on bank accounts offered by area depository institutions.
Together, these four instruments will provide a comprehensive picture of low-and moderate-income financial services demand and supply in the Detroit area.
Household survey
We will conduct computer-assisted, personal interviews with households in the Detroit metropolitan area, which includes Wayne, Oakland, and Macomb counties. Each interview, to be conducted by SRC field staff, will last approximately 60 minutes. Inperson interviews enable interviewers to reach low-and moderate-income households more systematically than telephone interviews, and permit interviewers to ask sensitive questions about financial services that households may be reluctant to answer by phone.The target sample for the DAS is a stratified random sample of 1,000 completed household interviews. I have divided census tracts into three strata: Low-income (at or below 60% of area median); Moderate-income (61-80% of area median); and Middleincome (81-120% of area median). The 1,000 interviews will include 600 in the low income stratum, 300 in the moderate income stratum, and 100 in the middle income stratum. For all three strata combined, we expect to need a total starting sample of 1,859 listed households in order to obtain 1,000 completed interviews. SRC field staff have listed the sample from 150 segments of the Detroit metropolitan area. The sampling frame for the first-stage selection is a frame of all census blocks in the area. The sampling frame for the second-stage selection of households is a listing of all housing units in the selected segments. Households will be randomly selected from these segments, and a randomly selected adult in the household will participate in the survey. The data collected will generalize to a random sample of households and individuals.
Conjoint analysis
I developed the conjoint methodology with Ed Bachelder of Dove Associates using CBC software from Sawtooth Technologies. The conjoint analyzes respondent preferences for different types of payment-card technologies that can be used for income receipt. It is difficult to measure preferences from observed behavior, because behavior derives from the intersection of preferences and constraints. Using hypothetical products permits direct measurement of preferences.
The conjoint methodology uses a repeated measures technique. Each respondent will be shown a series of 12 cards. Each card contains columns with three product options -a debit card, a payroll card, and prepaid debit card -and a choice of "none of the above." The product offerings are realistic composite products based on my research regarding existing product offerings and discussions with financial institutions and vendors about plausible variations. Nine rows contain product attributes, tested at different levels, for each product, such as fees, deposit features, bill payment, savings features, credit background checks, and consumer protection. Product features are constructed with an orthogonal design that will permit assessment of the importance of different features to the respondent's choice of product. Using multinomial logistical regression models, one can estimate the importance of each product feature (e.g., price, savings plan) in the consumer's choice of products, as well as "take rates" for hypothetical products, although such data will be analyzed as measuring consumer preference, rather than actual behavior. Three versions of the conjoint, with a common "holdout" card, will be randomly administered to control for the possibility of design order bias. By combining conjoint analysis with demographic, behavioral and preference information from the household survey, we will be able to control for factors, such as race, age, and gender, that may be correlated with preferences.
Non-bank financial institution mail survey
I developed a list of 1,365 non-bank financial institutions in the three-county area relying on a variety of sources. Institutions that cash a certain number of checks are subject to federal reporting requirements as money service businesses, including money transmitters, grocery stores, check cashers, payday lenders, and liquor or convenience stores. This dataset was supplemented by web-based telephone listings for these types of firms, as well as with listings for tax preparation firms and pawnbrokers. I developed a pen and paper mail survey, which is being sent out to such institutions on their key prices and products of interest. We will use geographic proximity analysis, and price and product analysis to examine constraints facing low-and moderate-income households derived from the location of financial institutions and the cost and availability of useful products, as well as how such constraints affect preferences and behavior.
Bank telephone survey
All 380 branches and headquarters of all banks, thrifts, and credit unions in the three-county area have been geocoded and listed using datasets from the FDIC, the National Credit Union Administration, and Michigan regulatory agencies. Depositories in the Detroit area will be contacted by telephone to determine price offerings on key banking products of interest. These data will also be checked against web listed prices. To carry out the survey, I raised a total of more than $800,000 from the Ford Foundation, the MacArthur Foundation, the Fannie Mae Foundation, the Casey Foundation, the Mott Foundation, the Provost's Office, the Office of the Vice President for Research, the Center on Local, State and Urban Policy, and the National Poverty Center.
Project status
During fall 2004 and winter 2005, I developed the sampling plan, as well as the household survey and the conjoint analysis that will be administered to households, and, separately, a mail survey that will be sent to area financial service providers to determine key supply data. The survey instruments have gone through numerous drafts, and have been vetted by my advisory board, outside academic experts and practitioners, and an ISR survey methodology team expert in cognitive and interpretive problems. The instruments have been pretested by law school students and SRC field staff. We undertook cognitive interviews, in which core questions are discussed with households demographically similar to the sample to get a better understanding for respondent comprehension and decision making. We also conducted a pretest on a representative sample of low-and moderate-income households. After pre-testing and survey modifications, we will be in the field for interviewing during the summer.
Conclusion
Studying the financial decision making of low-and moderate-income households can help to illuminate a world that is often hidden in plain sight. How many of us walk by the signs for "Checks Cashed Here," "Money Orders for Sale," and "Payday Loans: Get Cash Quick" without thinking about the implications of those signs for the daily lives of lower-income households? By exploring these issues in the Detroit Area Study, I hope to reveal this reality, and to shed light on fundamental questions regarding how people behave that are at the core of current legal debates based on advances in behavioral psychology and economics.
